Crown Oil, Inc. is a family-owned heating oil distributor that offers customers the opportunity to lock-in a fixed price per gallon in advance of the heating season by signing up for a price protection plan. As a result of offering these plans, Crown Oil assumes the risk of price changes, which it then hedges by acquiring exchange-traded future and option contracts. This case provides an introduction to the economic nature of derivative instruments and hedging and to the related accounting and reporting issues. The appropriate timing of revenue recognition for the upfront fees that Crown Oil receives from customers entering into a price protection contract is also explored in the case, as is the opportunity for earnings management. The case provides the opportunity to research the professional accounting literature, apply existing standards, and communicate recommendations to management
Introduction and economic background
Crown Oil, Inc. (Crown Oil) is a family-owned heating oil distributor located in Portland, Maine. Crown Oil sells No. 2 heating oil at retail to residential and small business customers.
Like others in the industry, Crown Oil uses derivative financial instruments to hedge its risk from changes in the price of heating oil. This case focuses on the financial accounting and reporting for Crown Oil's derivative transactions during 2008. Derivatives allow firms to hedge their business risks or speculate on market value changes. However, derivatives can create their own risks, and have led many firms (including Fannie Mae and Enron) to record large losses.
Additional background information about derivative instruments and their treatment for financial accounting and reporting purposes is presented in Appendix A.
Heating oil prices
The cost of home heating oil-a winter necessity in the Northeastern US-began a rapid increase in 2000, after two decades of only moderate price variability. The graph in Figure 1 displays the average residential prices of heating oil in the State of Maine between 1980 and 2007. As in the other Northeastern states, prices hovered around $1.00 per gallon (in nominal dollar terms) during the 1980s and 1990s. During the first decade of the 21 st century, however, the price of fuel oil tripled.
_____________________________________
Insert Figure-1 Here
The cost of home heating oil is primarily dependent on the price of crude oil, which in turn is affected by worldwide supply and demand. At the beginning of the 21 st century, crude oil prices were influenced by geopolitical issues in oil-producing regions and market forces such as growing global demand, weather conditions, and falling crude oil inventories. Secondarily, the When Derivatives Drive Earnings: Crown Oil, Inc.
3 cost of home heating oil is affected by seasonality in demand, local competition, and regional operating costs. In the short-run, weather can significantly affect price changes. For example, a cold snap affects both supply and demand: more fuel is needed at the same time as harbors and rivers are frozen and delivery systems interrupted (Energy Information Administration, 2008; Mergent Online, 2007) .
Hedging price volatility
Given the volatility in oil prices during the first decade of the 21 st century, consumers welcomed the introduction of price protection plans by local retailers like Crown Oil. These plans allowed consumers to lock-in the cost of oil prior to the winter heating season, thus mitigating the risk of price increases. Such plans typically specified the price-or price rangeper gallon that customers would be charged, and the number of gallons under contract.
Customers paid an initial signing fee at the time they entered into such a contract. The price protection plans essentially transferred the risk of oil price increases from the customer to the retailer. The retailer, in turn, could attempt to offset the risk assumed under price protection plans by investing in hedging instruments, such as exchange-traded future and option contracts. In this case, we focus on Crown Oil's fixed-price contracts. However, the company also offers capped-price contracts to customers willing to pay a higher initial nonrefundable fee of $0.55 per gallon. In exchange for this higher up front per gallon fee, the customer is charged the spot price on the delivery date whenever it is lower than the contracted price.
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Hedging the price-protection plans
Crown Oil had adopted the practice of acquiring futures contracts traded on the New
York Mercantile Exchange to try to hedge the risk it assumed under the price-protection plans.
Each futures contract obligated Crown Oil to take delivery of 42,000 gallons (1,000 barrels) of heating oil at a specified futures price during the month the contract was to expire. The contract Crown Oil opted to hedge its risk using futures contracts because these did not require a material upfront cash payment under the terms of the firm's brokerage account. In contrast, acquiring options contracts would have required the payment of an initial premium, due to the one-sided nature of the agreement. The holder of an option to purchase heating oil at a contracted price has the right to exercise that option, but no obligation to do so. So, if the contracted price exceeded the current market price, the holder would simply let the option lapse.
In 2008 the typical premium for a call option to purchase 42,000 gallons of fuel in the future at a strike (exercise) price equal to the spot price on the option purchase date was around $8,000, or approximately $0.19 per gallon. Using such a call option as the hedging instrument would result in a net purchase price per gallon of $0.19 plus the lower of the option strike price, or the spot price on the delivery date. (Lower premiums were required for call options with strike prices higher than the spot price in effect on the contract purchase date. Likewise higher premiums were charged for call options with lower strike prices.)
Transactions with hedging instruments
The slow contracts to purchase oil at this price.
However, oil prices continued to drop, as Figure 2 illustrates. In fact, the decline in the price of oil was so great that David began to worry that a number of customers might terminate their fixed price agreements-paying the $0.35 per gallon penalty (or breaching the contract).
Some customers had already starting calling, asking to switch from fixed-price contracts to capped-price contracts, and the decision was made to honor these requests to maintain customer goodwill. CEO Mark Klein was concerned that the price of oil would continue to decline, and he Table-1 Here ______________________________________ With the possibility of continued price decreases, the Kleins concluded that exchangetraded options might be a better choice of hedging instrument than the futures contracts.
Although the purchase of call options would require payment of an initial premium, this was the maximum cost that the firm would incur. If prices continued to decline, Crown Oil would buy oil on the open market rather than exercise the options. However, if market prices were to increase above the options' strike price, Crown Oil would exercise its options to buy fuel at the lower price. Mark agreed that David should purchase 200 call options with a $3.10 strike price, paying a total premium of $1,600,000. These contracts protected Crown Oil from price increases on 8.4 million gallons. By October 31, 2008, the company's fiscal year-end, the strike price had fallen to $2.00 per gallon, and as a result, the call options that had been purchased during September at $8,000 per contract were now trading at $2,000 each.
Revenue and expense recognition
Because Crown Oil had designated its future and option contracts as hedging instruments, Mark Klein anticipated that the losses on the derivatives would not be recognized in net income, but would be reported as an item of other comprehensive income for the fiscal year ended 
Requirements
You have recently been hired as an intern by Paul Mallon, CPA, and he has just assigned you to the Crown Oil account. He asks you to review some questions that management has raised concerning the appropriate accounting for revenues from their price protection plans, and for the losses incurred on derivatives instruments acquired to hedge their risk from changing oil prices.
(Review the material in the appendices to the case before considering responses to questions 2 through 5.) 
Appendix A -Hedging and derivatives: Basic concepts and accounting issues Hedging
Hedging is a form of risk management that typically involves taking a position in a financial instrument opposite to the exposure that results from an existing asset, liability, or future transaction. By betting against its original exposure, an entity can minimize the loss that would result from an undesirable outcome. Although a hedge can reduce potential losses, it can also reduce potential profits, and hedging instruments are often acquired by managers who lack a complete understanding of the range of possible outcomes that could result. Commonly hedged risks include those resulting from changes in the prices of assets, such as equity securities or commodities, and changes in interest rates or foreign exchange rates.
Some entities rely on natural hedges. For example, if a US firm holds a euro-denominated account receivable, it might hedge its exchange rate exposure by purchasing inventory on account at an invoice price denominated in euros. Then, if the euro weakens against the dollar, the loss on the account receivable will be at least partially offset by the gain on the account payable. On the other hand, if the euro strengthens, the account receivable will produce an exchange gain, which will be partially or fully offset by the loss on the euro denominated account payable. Other entities acquire derivative financial instruments as a means to hedge existing risks.
Derivatives
Derivatives are financial instruments that derive their value from the value of an underlying asset, rate, or index. For example, a stock option gives the holder the right to buy shares of stock at a set price, and thus eliminates the risk of changes in the price of the underlying equity security. (2) require little or no investment at the inception of the contract; and (3) require or permit net
settlement. An underlying may be any market-related variable, such as a specified interest rate or exchange rate, the price of a commodity or security, or an index of prices or rates (such as the consumer price index). A notional amount is a number of currency units, shares, pounds, bushels, or other units specified in the contract. The value of the derivative contract is determined by the interaction between the market price of the underlying and the notional amount. Net settlement implies that the parties need not actually exchange the underlying item, but can make the final settlement of any differences in cash. Note that a contract that involves something that the reporting entity expects to use or sell in the normal course of business (other than a financial instrument) represents a purchase or sale agreement rather than a derivative instrument.
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The four basic types of derivative instruments are forwards, futures, options, and swaps, which in combination can produce more complex derivatives. A forward contract obligates the holder to buy or sell a specific amount or value of the underlying asset, rate, or index at a specified price on a specified future date. A futures contract is simply a standardized, exchangetraded variant of the forward contract. Both counterparties to such a two-sided contract have the potential for gain or loss, with one party's gain representing the other party's loss. Which party comes out ahead is determined by the direction in which the price of the underlying moves. For example, suppose a farmer enters a forward contract agreeing to deliver 1,000 bushels of corn for $3,300 in 60 days. If the current market (spot) price of corn is $3.40 per bushel at the time of settlement, then the farmer will be worse off and the counterparty better off. However, if the spot price for corn on the settlement date is only $3.20 per bushel, then the farmer will be better off and the counterparty worse off. So, although each party to the contract reduces one risk, it also acquires another risk.
An option contract, in contrast, provides the opportunity for gain without any risk of loss beyond the initial investment to purchase the contract. The option purchaser has the right-but no obligation-to buy or sell a specific amount of the underlying at an established price within a specified period of time. A swap contract results when the counterparties agree to exchange one stream of cash flows for another. For example, in an interest rate swap, fixed interest payments may be exchanged for interest payments that vary based on a market rate.
Accounting rules in flux
A derivative acquired for speculative purposes should be reported on the statement of financial position at fair value, with any unrealized gains or losses resulting from changes in fair value reported in net income. However, when a derivative is acquired for hedging purposes, it is
14 logical to account for the gain or loss on the derivative (the hedging instrument) in a similar fashion to the loss or gain on the hedged item. Hedge accounting aims to achieve this result, thus faithfully representing the economic reason for the hedge. identifying the hedging instrument, the hedged item, the nature of the risk being hedged, and the means of assessing the effectiveness of the hedge. A hedge is effective to the extent that it produces offsetting changes in fair values or cash flows during the term of the hedge for the risk being hedged.
The FASB specified in ASC section 815-25-35-1 that gains or losses on a hedging instrument designated as part of a qualifying fair value hedge be recognized in earnings. The hedged item would be carried at fair value on the balance sheet, and the gain or loss that resulted from restating its fair value would be recognized in current earnings. ASC section 815-30-35-3 provided that the effective portion of the gain or loss on a derivative instrument designated as a cash flow hedge be reported in other comprehensive income, while the ineffective portion would be reported in earnings. These gains and losses would remain on the balance sheet in accumulated other comprehensive income until the expected cash flow occurred, and would then be reported in net income during the same periods that the hedged transaction affects earnings.
However, in its exposure draft, the IASB (2010, par 26-28) proposed modifying the accounting for fair value hedges to make it similar to that used for cash flow hedges: gains and losses on both the hedged item and the hedging instrument (excluding the ineffective portion)
would be reported in other comprehensive income. On the balance sheet, changes in the fair value of the hedged asset or liability would be reported as a separate line adjacent to the line on which the hedged item appears. For cash-flow hedges, the IASB (2010, par. 29-30) 
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The following note regarding hedge accounting accompanied the financial statements:
Note 2: Derivative Financial Instruments:
The company uses derivative financial instruments to manage its exposure to market risk related to changes in the current and future market prices of certain petroleum product purchases. Believing it prudent to minimize the variability and price risk associated with the purchase of home heating oil, it's the Company's objective to hedge the cash flow variability associated with forecasted purchases of heating oil for resale through the use of derivative instruments when appropriate. To meet this objective, it's the Company's policy to enter into various types of derivative instruments to manage the variability of cash flows resulting from the price risk associated with forecasted purchases of home heating oil.
Beginning with the fiscal year ended October 31, 2003, the Company has adopted the provisions of SFAS No. 133 "Accounting for Derivative Instruments and Hedging Activities." SFAS No. 133 establishes accounting and reporting standards for derivative instruments and hedging activities. It requires the recognition of all derivative instruments as assets or liabilities in the Company's balance sheet and measurement of those instruments at fair value and requires that the Company formally document, designate, and assess the effectiveness and ineffectiveness of transactions that receive hedge accounting. Changes in the fair value of a derivative that is highly effective and that is designated and qualifies as a cash flow hedge are recorded in accumulated other comprehensive income until earnings are affected by the variability in cash flows of the designated hedged item. 
